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Why do several thousand business concerns disappear each year? There
are various reasons* Some are failures to be sure, yet some owners simply
want to shift their capital to other lines. All too frequently, however,
firms cease operations under conditions such as bankruptcy, receivership
or reorganization.
Most people eaperienced in the analysis of failures generally agree
that nine out of ten failures are caused by weakness in the management of
the business,^ This deficiency is usually Indicated by such characteristics
as unbalanced experiences, inability to merchandise soundly, the failure
to control operating expenses, and to manage finances*
Is there a formula for business success? No one has found such a
formula though many have probably tried* Business success, for exaiqple,
is partly a matter of drive and energy, but many people are not business
successes who have plenty of drive and energy* It may be a question of
salesmanship, but many overly sales-minded managements have been found on
the rocks of financial failure* We readily acknowledge that there is no
formula for business success but an iixiependent auditor will likely be able
to provide management with the answers to many of his questions and help to
^Tlichard Sanzo, Ratio Analysis for Small Business (Washington, D* C*»
Small Business Administration, I960), p* 1*
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solre mai^ of his problems. He will be able to adyise management conceiv¬
ing his Inventory and policies ^ Internal control^ whether or not fraud Is
likely to exlstj and whether accepted accounting procedures are being fol¬
lowed.
Throughout this paper It Is the author*s Intrait to point up sane of
the ways an auditor nay help solve many of management's problems. In this
chapter4 we will look more thoroughly at the purposes for auditing a busi¬
ness and some terms with which the reader should be familiar before con¬
tinuing to the following chapters.
In Chapter II, we will become better acquainted with the auditor by
observing his qualifications. We will also take a closer look at the pro¬
cedures enqployed In making an audit. From the outset, the writer would
like to state that the procedures may vary slightly from one engagement to
the next d^endlng upon many different clrciuostances and assunqptlons. We
will discuss In some detail the opinion paragraph of the auditor's report.
This report will, in many cases, be the most isportant part of the audit
In the eyes of management.
Chapter III should be of interest because It will be made up primarily
of data obtained from prominent auditors. From this chapter, we will take
a closer look at many of the problems that have been confronted and solved
by auditors primarlQy from the Atlanta area. We will see how different
auditors have attacked and solved the same problems by using different pro¬
cedures.
In Chapter IV, we will again look at the problems as revealed in Chap¬
ter III through interviews, noting ccmparlsons and contrasts of some of the
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procedures, k review of related literature revealed other accepted solutions
to many of the problems observed in the study. A summary of these opinions
will be given in this chapter also.
The Purpose
This thesis is concerned with problems that have confronted many audi¬
tors in auditing small businesses, and should be of interest to three groups:
Students of business, the classroom Instructor in auditing, and auditors.
This subject should be of interest to students in that it should enlighten
them as to how auditors with years of experience have met and solved prob¬
lems with which they have been confronted in auditing small businesses.
Here they, the students, will be able to see how prcaiinent auditors have
applied the auditing principles, to which th^ are now being exposed, to
actual situations in the business world. The classroom instructor should
be interested in some of the material contained herein in that, he will be
able to relate the principles being taught to problems which have actually
been encountered in the field of auditing. Auditors, themselves, should
find this paper as a means by which coaqparisons may be made as to procedures
followed by different auditors in their attenqpt to solve dlfferoit problems
confronted by them.
It is also desired that this paper will be of significant value to the
business executive by providing him with Infozmiation concerning the techni¬
ques that auditors must follow in auditing his business so that he may be¬
come aware of the problems encoimtered by the auditor and may take steps to
Institute policies to eliminate some of the shortcomings in his system. This
will intum make the work of the auditor flow more smoothly.
u
The Problem
Generally^ we feel that an auditor is confronted with many problons
when atte^^)ting to audit a business. These problems will likely vary from
one engagement to the next. Our main problem here Is to determine to what
extent the problems encountered by auditors have varied from one engagement
to the next. ¥e will also make con^arlsons and contrasts as to the proce¬
dures which have been followed by different auditors in solving similar
problems.
Research Method Etiqployed
The method of procedure eoiplcyed was first to make a general study of
printed material relating to auditing principles and procedures. This
material was gathered from various auditing textbooks and periodicals such
as The Journal of Accountancy. All of these references will appear in the
bibliography of this paper and will also be referred to throughout this
paper. Secondly^ we conducted interviews with several prominent auditors
In the City of Atlanta^ Georgia, in an attempt to find out some of the prob¬
lems which they have encountered and the procedures followed in solving the
various problems in their audit of small businesses.
Definition of Terms
In order to obtain a better understanding of this paper, problems en¬
countered and procedures eii^>lQyed in auditing a small business, one should
get acquainted with the following terms which will be used frequently in
this paper. These terms are:
Small business has been defined by the Small Business Administra¬
tion as follows:
5
A wholesaler with annual sales of less than
$5*000,000; a retailer or dealer in services
with a sales volume of less than $1,000,000;
a construction ccaqpanjr whose annual receipts
for the preceding three years have been less
than $5,000,000;2^a manufacturer with 250 or
fewer en^loyees.
An audit is an examination of the books and records of a client
such as a corporation, partnership, proprietorship, institution or any group
of persons for the purpose of determining that the financial statements
fairly reflect the results of operations over a period of time, and the
financial position of the organization at the end of the designated fiscal
year* Along with this stated purpose, the auditor is to esqjress a written
opinion as to the fairness of the financial statements in conformity with
2
generally accepted principles of accountii^.
An auditor is an accountant who concerns himself particularly with
the soundness of the Judgement of management and conqpetency of the enplqyees
as reflected in the financial statements and their conformity with generally
accepted accounting principles and is Independent of the organization under
audit.^
Internal control ccnnprises the plan of organization
and all of the coordinate methods and measures adopted
within the business to promote operational efficiency
and encourage adherence to prescribed operational
managerial policies; to check the accuracy and reli- r
ability of its accounting data; and to safeguard assets.^
Robert £. Witsch^, "Inpcrtance of Small Business," The Journal of
Accountancy (December, 1958), p. 31.
2
J, F* Sherwood and Roy T, Cul^, Au^t^g Theory and Procedures
(University of Cincinnati: South-Western Publishing Co., 1914;), p* T7*
Walter B. Meigs, Principles of Auditing, 2nd ed. rev. (Ikunewood,
Illinois: Richard D. Irwin, Inc., 1959), pp. 11-12.
^James T. Johnson and J. H. Brasseaux, Reading in Auditing (Cincinnati,
Ohio: South-Western Publishing Co., I960), p* 32.
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More precisely^ internal control Is a system where by the work of one
eiqployee serves as checks and balances on the acciiracy of the work of an¬
other. One exaiqple would be a system whereby no one eiqplc^ee handles a com¬
plete transaction in its entirety.
An audit program is a detailed plan of the auditing work to be performed^
specifying the procedures to be followed in verification of each item in the
1
financial statements and giving the estimated time required.
Cash consists of coins, currency, checks on hand, as well as cash on
2
deposit with banks, special working capital funds and petty cash.
Meigs, op. cit.j p. 5U.
2
H. A. Finney and Herbert £. Miller, Principles of Accounting (5th ed.
Englewood Cliffs, New Jersey: Prentice-Hall, Inc., 1959), p. 235.
CHAPTEa II
RESPONSIBinilES AOT) FUNCTION OF THE INDEPENDENT AUDITOR
As do most professions, the auditing profession carrj with It certain
prescribed rules of conduct and qualifications* An auditor is expected to
act and carry himself at all times as a professional man* He Is expected
to have certain qualifications and to knoir tl^ procedures of auditing as
prescribed by his profession* In this chapter, ve will turn our attention
to the qualifications of an auditor, the objective, and procedures of audit¬
ing, and an analysis of the opinion paragraph of the auditor's report.
Qualifications of an Auditor*—The specific qualifications of an audi¬
tor may vaxy according to the state In which the auditor is practicing*
S(»ne states allow accountants to engage in the practice of public accountancy
without specifying any qualifications as such, however, several states re¬
quire public accountants to meet certain state requirements such as registra¬
tion, licensing, etc*^ Other than the legal requlraaents inposed by diffe¬
rent states, an independent auditor should have a modem business and cul-
tiural education. His modem business backgroimd should include courses in
elementary, intermediate, advanced and cost accounting, auditing principles
and procedures, budgeting, government and income tax accounting* The public
account should also have an adequate understanding of the principles of
2
business finance, business law and marketing as well as economics. The
^Arnold W* Johnson, Audit^g Principles and Case Problems (New Xork:




first general standard of this profession is that no matter how capable a
man magr be in other fields including business and finance, he cannot meet
the requirements of the auditing standards without proper education and ex¬
perience in the field of acco\mting and, especially, auditing.
In addition to the general qualifications of a public accountant, there
are certain qualifications that are e:qpected of an auditor by his fellow
practitioners. They e^cpect him to perform an examination as a person having
adequate technical training and to be proficient. As can be observed from
the foregoing, the auditor is expected to have vast knowledge in accounting
and also have practical experience in the field of auditing.^
An indep^xient auditor is also supposed to work as an independent per¬
son which is probably one of the most lDQ}artant auditing standards. An
opinion by an independent public accountant as to the fairness of a company's
financial statements is of little value \mless the auditor is truly indepen¬
dent. When we speak of independence, we think of an honest disinterestedness
on the part of the auditor in the formulation and expression of bis opinion.
In oth^ words, he is expected to give his unbiased judgment and an objective
consideration of the facts as the basis for his opinion. His fellow practi¬
tioners also expect him to exercise due professional care in the performance
2
of the examination and in the preparation of his report.
The Objective of an Audit.—The objective of an audit may, in some way.
American Institute of Certified Public Accountants, Auditing Standards
and Procedures, A report prepared by the Institute Committee on Auditing
Standards and Procedures (New York: American Institute of Certified Public
Accountants, Inc., I963), p. 18.
2
Johnson, op. cit., p. 15.
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be related to some of the qualifications of an auditor. An auditor is ex¬
pected to render an unbiased opinion relative to the fairness of the financial
statements which have been prepared by management. Certification of manage¬
ment's financial statements is one of the primary purposes of an audit. In
other words, an audit permits management to receive an expert's opinion as
to the fairness of its financial statements in presenting the financial posi¬
tion of the business and the results of operations for the period covered,
1
which is usually one year. The auditor's report, prepared at the termina¬
tion of an audit, is the medium through which he expresses his opinion or
disclaims an opinion. In either case, he states whether he has followed
generally accepted auditing standards and procedures. These standards re¬
quire him to state whether in his opinion,
the financial statements are presented in conformity
with genially accepted principles of accounting, and
whether such principles have been consistently applied
in preparation of the financial statements of the cu^ent
period in relation to those of the preceding period.
One may think of an audit as having three other objectives other than
the one mentioned above, namely, to render counsel to management as to the
fairness of the statements in presenting the financial position of the busi¬
ness and to detect errors and fraud. In this connection, an audit represents
an independent check not only upon management's en^)loyees but upcui the effec¬
tiveness of its accovinting system as well. This can sez^e to protect manage¬
ment against unfavorable criticisms had he failed to enploy independ^t
auditors. In additicm to the foregoing, an independent auditor should be






system of accounting; effectiveness of a system of Internal control; income
tax returns; planning for income taxes, the use of budgets; an analysis of
costs; Income and break-even points; and principles of accounting as th^
apply to the accounts of a particular business.
The management group is by no means the only group interested in the
auditor's report. An auditor's certification increases the reliance placed
upcm manageaient's financial statements by present stockholders, prospective
stockholders, bankers and other businessmen. First of all, stockholders
may increase or decrease their interests in the business based on the infor¬
mation disclosed by management's financial statements. Having these state¬
ments certified Increases the reliability of them. Secondly, certified
statements are often required by bankers before granting loans for business
purposes. Finally, certified reports place more reliability on the financial
facts needed in cases of mergers, liquidations, and sales and purchases of
businesses.
From the foregoing summary of the objectives of an audit, it can readi¬
ly be concluded that auditing is not limited to the assets, liabilities in¬
come and expenses of a business. It differs from accounting, which primarily
is the recording of transactions that affect the Income statement and the
balance sheet and the construction of financial statements, in that auditing
is a review of the financial statements which have been prepared. The
auditor's primary responsibility is that of passing an independent, pro¬
fessional opinion upon the reliability of management's representations as
shown in the financial statements. His responsibility is that of interpre¬
ting the performance of persons to whom financial responsibilities have been
assigned.
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It is well to stress again that the primary function of the auditor
is to examine the financial statements of a client and to express an opin¬
ion concerning them. This function does not embrace their construction.
It is not the responsibility of an auditor to do so, rather it is a function
of an accountant to construct the financial statements of a particular busi¬
ness.
Audit Procedures.—There are certain prescribed procedures which may
be followed by an auditor so that he may carry out the objectives of an
audit. However, there procedvtres may different from one audit to another.
During the course of making arrangements with a client for an audit, especi¬
ally a first audit, it is necessary for the auditor to obtain all available
Information which will be helpful in carrying out the work involved in
auditing. He should become familiar with the business to be examined, its
physical facilities, its organizational structure, its k^ personnel, and
its accounting system and policies and the records to be examined. Also,
while making arrangements with the client, he should find out the nat\ire
and scope of the examination to be made. These arrangements with the client
for an audit should be confirmed in writing by an exchange of letters or by
a written contract.^ A letter of engagement may be worded somewhat as in
Illustration I.
Before an auditor actually begins his examination of his clients books,
he should become thoroughly familiar with the letter of engagement and any
other relevant correspondence as to the nature and history of the business
to be audited. Other relevant facts about the business may include the









Confirming the discussions of our conference, we agree to perform
an audit of the Doe's Sales Company for the fiscal year ending December
31, 19 .
Our audit will consist of an authoritative, independent examination
of the balance sheet as of December 31, 19 together with an examina¬
tion of the statement of income for the year ending December 31, 19 •
Our audit will be conducted in accordance with generally accepted audit¬
ing standards which we will consider to be applicable in the circum¬
stances.
In determining the extent of our test procedures, full consideration
will be given to the apparent effectiveness of the system of internal
accounting control and internal check and to the activities of the
Coit^>any's Internal additors.
Our rates and expected staff for the audit will be: One senior
account at a per diem rate of $xxxxxxx per 7-hour day, one semi-senior
accoiint at a per diem rate of $xxxx per 7-hour day, and two Junior accoun¬
tants at a per diem rate of |xxxxx per 7’*hour day. It is expressly
agreed that the total fee for our services will not exceed $xxxx plus out
of pocket travel costa incurred by us for transportation, hotel and meals.
Our audit work will commence on Honday, January 15, 19 . We
expect to be finished on or before February 1$, 19 « Based on the
satisfactory consummation of our work by February 1^, we agree to furnish
you with five copies of the audit report on or before February 28, 19 .
Very truly yours.
(Name of public accountant)
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organizational structure of the business^ management and personnel relations^
1
and the pbgrsical facilities of the business. In other words, the auditor
should be interested in the flow of work, the delegation of responsibilities,
and the segregation of duties. This should help him to determine the degree
of inteznal control which will be a determining factor as to how he will
precede with his investigation.
The auditor should prepare an audit program in advance but it may be
necessary to revise it in light of internal control. As we have defined
it in Chapter I, an audit program is nothing more than written instructions
wherein each st^ of a specific audit is outlined in considerable detail.
For a first audit, an auditor should prepare an audit program for cash,
accounts and notes receivable. It may also be necessary for him to make
an audit program for inventories, accounts payable, plant and equipment,
and petty cash. An audit program for petty cash is presented in Illustra¬
tion II, ^
As has been forestated, the audit procedures coii^)rising an examination
may and usually will vary from one engagement to the next. Many of the
audit procedures appropriate for an audit of a small retail store may not
be appropriate for a small wholesale business or for the audit of a large
manufacturing concern. Auditors make examinations of all types of businesses
and non-profit organizations — banks, factories, retail stores, colleges,
churches, and labor organizations. The selection of the audit procedure
1










1* In the presence of the petty cashier or other responsible
representative of the client, count and list all coin and
currency (showing denominations). __________
2. Inspect and list all current checks, showing Date Payee
Maker Bank Amount Mscellaneous information.
3. Inspect and list all non-current checks, showing Date
Payee Maker Amount Miscellaneous information.
U. Inspect and list all I. 0. U.’s, showing Date Payee
Maker Amount Miscellaneous information.
5. Inspect and list postage 8taii9>s (by denominations)
carried as part of the petty cash fund.
6. Inspect and list any other items carried as part of the
petty cash fund.
7. Inspect and list all unpaid petty cash vouchers, showing
Date Vou. No. Payee Amount Account Debited
8. Unless already properly approved, obtain written
official approval of employee and non-current checks,
of I.O.U.'s, and of unpaid petty cash vouchers.
9. Obtain signature of petty cashier or other responsible
witness of the petty cash count. ______
10. Con^>are count of petty cash with balance of Petty Cash
account. Obtain written official acknowledgement of any
shortage or overage disclosed in the petty cash fund.
11. Prepare adjusting entries.
12. Trace conversion of checks in petty cash fund into cash
or bank credit.
13. Examine petty cash vouchers for a representative test
period.
Prepared by Reviewed by _________________
Date ^19 Date 19
15
best suited to each enterprise requires the exercise of professional skill
and judgment on the part of the auditor.
The audit techniques vhlch support the proceduresj which have been pre¬
viously mentioned, are those of (1) direct Inspection of all assets or in¬
spection of a fairly large portion of the assets to Insure himself that they
do exist and Inspect the written evidence representing thm to Insure owner¬
ship; (2) observation of the Inventory to determine whether or not It does
exist and that It Is correctly priced and that the procedures are followed
thoroughly; (3) confirmation of cash and receivables to determine that the
amounts so stated are correct; (U) independent confutation of column total,
accoiints balances, depreciation amounts, etc., to determine that there are
no addition errors, that depreciation has been computed as management de¬
sired and to obtain an opinion as to whether or not it is fairly stated;
and (5) make inquiries directed to officers and emplo7ees as to whether or
not the financial statements submitted present fairly the position and re¬
sult of operation.^
Different methods may be used in confirming the existence of and the
value of assets dependent upon the asset involved. To confirm cash in the
bank it Is a good policy to obtain bank statements and determine that the
books reflect the balances and transactions as recorded by the bank. On
the other hand, accounts receivables may be confirmed by the use of confir¬
mation letters which are sent out to debtors of the clients. Letters to
confirm accounts receivable do not follow any standard form. An exanple of
2
such a letter is presented in Illustration III.
1
Johnson, op. clt., p. 7.
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Please advise our auditws. Black and White » of the correctness
of the balance in your account as shown on the enclosed statement under
the date of Lecesiber 31, 19 > or state any exception you may take
thereto.
The proaqpt return of the attached form in the enclosed stan^ed
envelope is essential to the conpletion of the auditors' examination of
our records and will be greatly appreciated.
(Name of Client)
THIS IS NOT A REQUEST FOR PA3CMENT, BUT







The statement of our account showing a balance of $ as





An Analysis of the Opinion Paragri^h
References have been laade in this and the preceding chapt^ to the
auditor's opinion concerning his examination of his clients records. Ifere-
in may be found answers to question which may have arisen concerning the
medium by which an auditor expresses his opinion and some of the relevant
facts about the wording of such an opinion.
Included in the auditor's report is what is usually referred to as the
opinion paragraph. This paragraph may be only one sentence or it may con¬
tain several sentences. However^ the following paragraph contains all of
the relevant facts fround in an opinion paragraph:
In our opinion, the acconpaQ^hg;;;balance sheet and
statement (s) of income and suiplus present fairly the
financial position of Z Coopany at December 31, 19 ,
and the results of its operations for the year then
ended, in conformity with generally accepted accounting
principles applied on a basis consistent with that of
the preceding year.
It should be mentioned here that each of the underlined phrases in the
foregoing pwagraph has a special meaning. First, the phrase, "in our
opinion," suggests that the auditor is only expressing his opinion concem-
2
ing the financial statements of the business. That is, he is not guarantee¬
ing that the statements are correct and not subject to error, ife is only
expressing his opinion because, in most cases, it is not possible or practi¬
cal for him to make a detailed examination of all transactions. The auditor
usually enploy a testing method which automatically leaves room for some
\oy T. Curley and Rcyal D. Bauer, Auditing (Cinclimati, Ohio: South
Western Publishing Ccmpany, 1953) > P*
Sleigs, op. cit., pp. 13-lU.
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errors to go undiscovered. However, there is a high degree of confidence
placed in auditor's statements so this indicates that his opinion is usualljr
considered to be sufficient assurance that the statements may be relied upm.
Secondly, the underlined phrase "present fairly," is^lies that the
"statements are dependable and free from material errors."^ Because of the
fact that the items included in the financial statements do not lend them'-
selves to exact measurement, the auditor is unable to state that they "pre¬
sent exactly" the financial position or resvilts of operation. Fairness in
financial statements means that th^ are free from bias and dishonesty and
2
to the con^ileteness of information.
A full disclosure of all essential information is necessary if the
financial statements are to represent a fair presentation of the financial
position and operating results of a coiqpany. For example, if the gain from
the sale of land were combined with operating income and was not clearly
identified, stockholders and other Interested persons would be misled as
3
to the true earning power of the company. The auditor should make proper
disclosure of all information so that the reader will not need to have
supplementary knowledge of the con;}ai:y's affairs to understand the operating
results of the company. In referring to disclosure, reference is made to
the disclosure of all material facts. Material facts as used in accounting




^Morton Backer, Handbook of Modem Accounting Theory (New Jersey*
Prentice-Hall, Inc., 1961), p. U69.
19
will have to determine whether or not a given item is material. For exan^le,
an item which calls for the e^enditure of $5»000 would be a material item
in a small firm; whereas, it would not be material in a large one.
Thirdly, the phrase, "generally accepted accounting principles," ex¬
presses an idea concerning the financial statements of a business. It is
likely that one will ask the question "what are generally accepted account¬
ing principles." One would have to be thoroughly familiar with all of the
accounting literature in order to provide an answer to this question. Then,
this would entail reciting all of this literature and this would not be
practical. "Generally accepted accounting principles consist of a body of
... recognized methods of handling accounting data and preparing financial
statements."^
Finally, the phrase, "consistent with that of the preceding year," re¬
fers to the consistency at which the financial statements have been prepared
2
from one year to the next. To give an exan$>le, inventory may be valued by
such methods as last-in-first-out or flrst-in-last-out by a con^any. Once
a company selects a method, it should be followed consistently from year to
year. In the event that certain methods are changed, the wording of the
opinion paragraph would have to be revised. That is, the section which
states that the statements have been prepared in consistency with preceding
years.
Up to this point we have devoted our attention mainly to a general dis¬




a look at the qualifications of an auditor, the objective of an audit, audit
procedures and an analysis of the opinion paragraph of the auditor's report.
Since the reader has been e:qposed to these general concepts, ve vill now
e3qplore some of the problems encountered and auditing procedures followed
in the audit of small businesses.
CHAPTER III
HiOBLEMS ENCOUNTERED IN AUDITING SMALL BUSINESSES
AND THE NATURE CF SUCH PROBLEMS
Among the most difficult problems the auditor is likely to encounter
is to determine the best approach in auditing a business for the first
time. There are other difficult problems encountered which may be fre¬
quently encountered or non-recwrlng. He may be called upon to make an
audit when the books have been destroyed by fire« or where there are little
or no records. The latter case is likely to be encountered often in audits
of small businesses. Vhat is attempted here is to present the procedures
which certain auditors have enployed in their audits of small businesses.
It is not our intention to isply that the procedures used by these auditors
are the only and best procedures to be enployed. Some of the procedures
used by these auditors may be questionable. We will cite problems generally
encountered and attenpt to compare and contrast many of the procedures em¬
ployed.
In this chapter; we will discuss several problems which have been re¬
vealed through personal interviews with prominent accountants in the Atlanta
area. The problems herein discussed are: (1) lack of internal control; (2)
problems associated with inventory; (3) s^n. audit of a broadcasting station;
(ii) determination of deferred income for a newspaper; {$) tax problems;
(6) misclassification of expenses; (7) determining the value of an estate;
(8) poor record keeping; (9) records destroyed by fire; (10) management
21
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places restrlctioiis on the auditor and (11) a general observation concern¬
ing small corporations.
Lack of Internal Control.—One of the most common problems found in
auditing small businesses is a lack of adequate internal control. Internal
control is vital to small con^anies and may mean the difference between
success and failure. A basic principle of internal control is the segrega¬
tion of duties to provide a system of checks and balances. The fewer em¬
ployees a con^any has, the harder this becomes. This is the main problem
in obtaining adequate internal control within a small compary. All of the
persons interviewed stated the seriousness of the lack of adequate internal
control. One interviewee stated that the lack of internal control was the
most serious problem that she had been confronted with in her career as an
auditor.^ Mr. Braswell also informed the writer that "internal control,
due to the lack of sufficient ej);)loyees to carry on the required work of
2
the company, is by far the most troublesome point within an audit." To
give an illustration as to how hard it is to establish adequate internal
control in a conqpaiy we shall assume that "7" company has three clerical
en^loyees who must perform the following functions:
1. Maintain general ledger.
2. Maintain accounts receivable ledger.
3. Maintain accounts payable ledger.
U. Prepare checks for signature.
5. Maintain disbursement journal.
6. Issue credit on returns and allowances.
Interview with Mrs. Johnnie Clark, Certified Public Accountant,
Atlanta, Georgia, May 1, 196k*
2
Interview with Ralph M. Braswell, Certified Public Accountant, Atlanta,
Georgia, May 2, 1961*.
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7. Reconcile the bank account.
8. Handle and deposit cash.
It is considered by the writer that this will be the minimum number
of records that a company will keep. One should readily be able to deter¬
mine that the above duties can not be adequately segregated among the three
employees so as to autcmiatlcally provide checks and balances on each em¬
ployee.
Generally, the extent of an audit will be determined by the amount of
internal control which exist in the organization or firm being audited.
In other words, whenever a firm has good Internal control, some of the tests
which an auditor has to employ in order to detect fraud, collusion, etc.,
may be eliminated. That is, the auditor may rely upon the internal control
in the flm to minimize the possibility of fraud and collusion.
Inventory.—An auditor was engaged to make an audit of a wholesale
company. As in most cases in auditing wholesale companies, a major portion
of the cash is tied up in inventories. The auditor made the necessary test
of the records to satisfy himself of their validity. This should have en¬
tailed witnessing and test check of the inventory. This wholesale ccmpany
had its Inventory in boxes neatly stacked one on the other. The auditor
did not make a test check of the Inventory, he did not go so far as to open
one box but assumed that the inventory was as stated in the records and sub¬
sequently issued an unqualified opinion.
A few months later the court declared the con^any bankrupt. Many of
the creditors bought claims against the auditor contesting that they extended
credit as a result of the auditor's report. The court ruled that the claims
made by the creditors were valid. The auditor was required by the court to
make good all claims existing as a direct result of his opinion.^
In the case cited ahovej the auditor was required to satisfy himself
that the inventory did exist. He should have made test checks. It would
not have been necesaary to test every box but he should have checked a cer¬
tain percentage. The percentage checked would have been to the discretion
of the auditor.
Broadcasting Station.--One interviewee, Mr. Jesse Blayton, made an
audit of a broadcasting station. The managers and employee of the broad¬
casting station purchased goods and services from the broadcaster's adver¬
tising clients for themselves. In making an audit of the station, adver¬
tisers often refuse to confirm balances owed by them Insisting on set-off
priviledges. The auditor had to use his imagination and segregate the two
expense accounts (the broadcaster's expense from the employee's expense)
and remove from the books the amount owed by the employees. In addition,
the situation was more conplicated by the fact that the broadcaster also
purchased goods and services from these advertising clients. These are
called "trade-outs." These transactions were not recorded properly in the
records of the broadcaster, nor in the books of the client. Agreeable
figures were worked out between the two. The advertising client sold his
goods at cost. The auditor confronted with this problem used samples to
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determine the amount owed by the advertising client. Another auditor
suggested that liability certificates (statements certifying that the
^Interview with W. B. Thatcher, Certified Public Accountant, Atlanta
Georgia, -^ril 30, 19614,.
2
Interview with Jesse B. Blayton, Cez^ified Public Accountant, Atlanta,
Georgia, April 25, 196U.
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amounts In question are correct) could have been obtained from the broad¬
caster* If these certificated were given, an unqualified opinion could
then be issued*
Newspaper»—One auditor, £lr. Blayton, stated that in making an audit
of a newspaper one is likely to find some of the same problems encountered
in auditing a broadcasting station plus the problem of determining the de¬
ferred income* In this particular audit, a statistical method was employed
to determine deferred income* This method is not always satisfactory, es¬
pecially with a newspaper whose street sales and other cash transactions
are not maintained separately from period subscriptions.
Mr* Ratliff seemed to have a more reliable method to solve the above
problem. He would determine the number of subscribers with advance payments.
In doing this, he would need to calculate the esqplratlon date of an sub¬
scriptions* With this information at hand he would multiply the billed
price of each issue times the number of Issued due each subscriber* A table
























This table could be used from one year to the next with only minor
adjiustments necessary. For the year in question, earned sxibscriptions are
determined for each month minus the total subscriptions and the remainder
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would be deferred income.
Tax Problems
Tax decisions have also created many problems from an auditing and
accounting standpoint. Many small businessmen make decisions based only
upon tax considerations. Through interviewing we found that this Is an In¬
creasing problem. To cite one case^ an owner failed to install procedures
recommended by the auditor mainly because of tax considerations. Manage¬
ment had hired the services of the auditor only because he was required to
do so by a third party. In auditing this company^ the auditor also found
2
that there was little or no Internal control or ccmipetent accountants. In
this case where management failed to follow the advice and recommendations
of the auditor, he felt that It was ia^osslble to render an unqualified
opinion.
Savings and Loan Associations and Other
Mortgage Lending Institutions
The principle of these institutions is likely to be mortgage loans.
Included In this account will be found mortgages wldch are off-set by "loans
in process." This off set accoxint suggests that the association Is holding
escrow funds for the con^letlon of houses under construction. The auditor
must assure himself that funds already spent from the escrow accounts have
actually gone Into the construction of the houses. Failure to take this
1
Interview with James T. Ratliff, Professor, Morris Brown College,
Atlanta, Georgia, April 27, 196U.
2
Interview with John R. Jones, Certified Public Accountant, Atlanta,
Georgia, April 30, 196U.
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precasutlon could lead to an understatement of the liabilities of the asso¬
ciation; and as well, an inaccurate statement of the assets ^ depending on
the contract running between the borrowers and the association or other
lenders. In the course of auditing a savings and loan association^ Mr.
Blayton was confronted with a situation in which practically all of the
funds had been e:qpended on several houses before work had hardly begun.
Evidence proved that there had been collusive fraud between the loan officer
of the association and the contractor.
The interviewee stated that he checked the report of the bank's inspec¬
tors and also went out to the building site to determine the progress that
was being made in the construction of the houses. Mrs. Clark voiced the
same opinion. Mr. Minsk stated that, in cases of this sort, banks have ex¬
pert Inspectors to go out and Inspect construction in progress before funds
are released, and that he, as the auditor, would rely upon such reports.
He also stated that it was not the responsibility of the auditor to go out
and make Inspections to see if the houses actually exist. The auditor has
the responsibility of checking procedures followed rather than the validity
of technical r^orts. He further stated that an unqualified opinion could
be rendered based on auditor's reliance upon inspection reports made by bank
inspectors.^
Mlsclassification of Expenses.—A particular manufacturer did a large
volume of business but had only three accoTintants. The company was in the
process of building a new plant and the auditor felt that some of the ex¬
penses incurred in building the plant had been improperly classified. This
^Interview with Malcolm N. Minsk, Certified Public Accountant, Atlanta,
Georgia, May 2, 196U.
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might have been intentionally or occurred because of a lack of knowledge
on the part of accountants. The building was started during the year under
audit. One laborious method of uncovering actual cost would have been to
go back to each invoice and correct all misclasslficatlons.
Mr. Minsk, the auditor who was conflronted with this problem, used a
theoretical method based on total floor space and percentage of completion
to determine how much it should have cost for the work up to the point of
CQi!qpleti<m and made adjustments based on this.
Mr. Burks questioned the above procedure, stating that he would con¬
sider it unreliable unless an e:cpert was «i;>loyed to make the estiioate. If
this were not done, then he would first take a sample of the transactions
which might have had an effect upon the value of the building. If too many
errors were found, he would then probably go through all of the invoices
for the past year, provided management approved.^
Affairs of Decedents.—Trust companies and other fiduciaries often em¬
ploy certified public accountants to prepare audits of the affairs of dece¬
dents. Whether these audits are made for the convenience of the fiduciaries
in the preparation of estate retvims or for purposes of allocating the
estate among the legatees and devisees, the auditor has the responsibility
of determining the value of the estate. Since Individuals do not usually
keep formal books as business concerns, the auditor's problem is aggravated.
The auditor will likely make use of appraisers, attorneys and other experts
to assist in the gathering of auditable data. One Interviewee, Mr. Blayton,
with Ralph Burks, Certified Public Accountant, Atlanta,
Georgia, May 5, 196U.
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had an experience which involved a decedent who had operated a business con¬
cern during his lifetime. HLs unbonded cashier mis-appropriated a large
sum of his money before he died. A question arose as to whether the amount
owed by the defaulting cashier was an asset of the estate. This was a legal
question and was resolved accordingly.
Poor Record Keeping.—Another ccsnmonly found problem in auditing small
businesses is that of dealing with inadequate records. Many owners have not
been educated as to the inportance of keeping records. As has been stated
previously, many owners keep records only for tax purposes (see Appendix A).
Reference is made to one particular conpany which anployed a very reliable
accoTintant but provided him with only the necessary information to pr^are
the tax returns. The accoimtant does not carry an accounts receivable
account on his books but record cash receipts from duplicate receipts slips.
An audit could not be made in a case of this nature. If it were attenpted,
the auditor would first have to act as an accountant and reconstruct the
books. An unqualified opinion should not be rendered.
Ih*. Minsk Informed the writer that when confronted with a situation
where there is little or no history and a minimum amount of records, he would
not conduct an audit.
Mr. Days stated he would reconstruct the books and issue the foUcwlng
statement:
It was not within the scope of our examination to
independently verify the assets and liabilitiesj therefore,
we cannot express an opinion as to the overall fairness of
the statement. The statements do agree with the Federal and
State Income Tax Returns to be filed for this period.^
interview with Kenneth D. Days,
i^ril 2h, 196k.
Public Accountant, Atlanta, Georgia,
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Mrs, Clark also informed the writer that an audit could not be perform¬
ed, She further stated that an auditor should pass judgement on the state¬
ments prepared by the client. Therefore, if there arb no records, an opinion
cannot be rendered.
Records Destroyed by Fire
This case, presented by Mrs, Clark, was of a school in which records
were destrc^^ed subsequent to the audit date but before the actual audit was
performed. The problem which faced the auditor was to verify the statement
as of the close of the fiscal year at which time all records and property
were in tact.
The interviewee started with the last statement which was obtained froa
various governing boards. In order to verify amounts receivable from stu¬
dents, the student body was circularized. This did not prove to be accurate.
Therefore, records of individual students which could be obtained from de¬
partment heads and various auxiliaries paying students tuition by install¬
ments were obtadned. The remainder of the amounts owed was estimated using
a comparative percentage owed by students in the past.
The amount of liabilities was easily obtained from outside creditors.
Cash was verified by obtaining bank statements from the bank. Past audit
records were also used along with the last statements that were prepared in
determining fixed assets* After the auditor had satisfied himself that the
statements for the period Just ended before the fire presented fairly the
financial position of the school, an unqualified opinion was rendered.
Management Places Restrictions on the Auditor,—If management places
certain restrictions on the auditor what re-course should be followed?
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Should the auditor ask for his pay for the work that he has done; should
he continue with the audit; should he render a qualified or an \inquallfled
opinion? Maiiy auditors would probably ask for their pay and leave whereas
others may continue the audit, Mrs, Clark stated that If the restrictions
prevented her from following generally accepted accounting principles and
procedures and If management refused to lift such restrictions, she would
continue the audit but would not render an vinquallfled opinion. Instead,
a qualified opinion would be rendered stating where variances from usual
procedures occurred and why. Several auditors agreed with the above proce¬
dure, while others stated that they would discontinue the audit under such
circumstances.
One auditor, Mr, Minsk, cited a specific case In which he was confronted
with restrictions placed upon him by owners of a partnership which he was
auditing. This was a very profitable business; the owners had never e^qper-
lenced any real difficulties In meeting their financial obligations. They
felt as If no one knew their business as well as they and, therefore, they
did not need ax^fone to come In and tell them how to run their business.
Consequently, when they had to obtain a certified report of their business
as required by their banker, this auditor was hired to perform the audit.
In the process of conducting the audit, the auditor was told that he could
not witness their Inventory nor coiild he send out confirmation requests to
debtors and creditors of the cosqpany. The owners felt that their records
were correct and that the auditor should rely solely upon them.
In the case cited above, an unqualified opinion was not Issued although
the auditor felt that this was a very profitable and adequately run business.
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The auditor issued the following statement in this case:
The enclosed financial report has been prepared from
the books of the corporation (company) without witnessing
the taking of inventory and without verification with out¬
side third parties and subject to year end adjustments.
Insurance Companies
Auditing an insurance company is different in certain respects from
auditing other businesses because of the policy reserve requirements. The
following is not a case as such but it is believed that a prospective audi¬
tor should be familiar with the content as reported by a prawlnent auditor>
llr. Blayton.
Since the principle liabilities of insurance companies are represented
by policy reserves and since these are actuarlally determined, the auditor
is never sure that th^ are correct; he can not give an unqualified opinion
unless it is supported by a statement from the actuary responsible for the
reserve determination. In the case of life Insurance firms, premiums which
are due or deferred but not collected influence upward the reserve liability.
It follows that the auditor must depend on the certificate of the actuary
to the effect that the assets "due and deferred" premiums has been properly
determined.
Claims also reported but not paid are liabilities and are inventoried
into the gain and loss exhibits. The auditor must rely, in part at least,
on the accuracy and integrity of management's staff in the determination
of this item for statement purposes. Fortunately for the auditor. Insurance
con^any's audits and examinations are usually made months after the closing
of the books. The auditor has the opportunity to study carefully claims
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paid since the books were closed In order to determine whether or not th^
were. In fact, liabilities at the close of the fiscal period vinder audit
by him. The auditor must also acquaint himself with the laws of the various
states In order to properly classify assets as to whether thqr are "admitted”
or "non-adoiltted," An error In this determination will affect the "policy-
holders" surplus as reported.
Small Corparatlons
Capital Stock Considerations.—The following two cases were situations
In which It was impossible for the auditor, Mr. Slayton, to render an un¬
qualified opinion.
A corporation was chartered with little legal and no accounting assis¬
tance. The coiporatlon obtained a charter which permitted It to Issue total
capital stock of $2^,000. A board of directors and the usual corporate
officers were elected but the prcmioter attended to all business of the cor¬
poration. The entire proceeds of the sale of the authorized capital stock
was spent In the organization process. The prcmoter continued to Issue
stock and caused the proper officers to sign the ceirtlflcates. This stock
was all sold In the state of Its domicile, therefore, the Securities Ex¬
change Comnlssion was not concerned. The state securities commission was
not consulted. The extra stock Issue constituted an over Issue and had to
be cancelled or validated by waiver of the holders. Worse, was the fact
that not all certificate stubs were filled In and where filled in, th^ were
not reliably done. Receivership resulted immediately.
Another corporation was chartered with an authorized capital of a cer¬
tain number of par value preferred shares and a certain number of no-par
coittmon shares. The organizers sold the preferred stock and took for them¬
selves what th^ believed to be a majority of the common share for services
in the organization of the conpany. Thousands of the remaining common
shares were sold to non-organizers. When it sppeared that a majority of
the voting stock had been sold to '’outsiders," the promoters, then officers
and directors caused a 3 for 1 stock dividend to be issued, thus restoring
a mathematical control. Much of the stock dividend constituted an over
issue. Moreover, the stock dividend perely caused stockholders to believe
that the corporation was operating profitably, when in fact its principal
operations were concerned with collecting deferred payments from the stock¬
holders. In this case stockholders whose stock had been forfeited for non¬
payment of subscription balances were nevertheless issued stock dividends.
This lu^pened because the corporate officers could not tell from their re¬
cords who were and who were not stockholders of record.
CHAPTER IV
SUMARI AND CONCLUSION
Eany of the duties that would be performed when auditing a business
have been omitted. For instance, you should study the history of the
company to be audited, read all past literature about the conqpany that is
available, such as the charter and board of director’s minutes of a corpo¬
ration. It is also advisable to become acquainted with the officials of
the company and discuss policies and procedures of the organization, become
acquainted with those who are keeping records and determine for youself
that they are being kept in accordance with generally accepted accounting
principles. In addition to the above, one should study the internal control
of the company. This can be done by studying the prganization chart (see
appendix "B"), and then checking to see that the duties are segregated as
shown by the chart.
All of the above phases of an audit, with the exception of a check on
internal control, have been intentionally omitted. ¥e have focused our
attention on problems that have been encountered by auditors in their attempt
to apply the principles of auditing to real situations. Some of the problems
mentioned may confront almost every auditor who attenf)ts to audit a small
owner-management business. Such problens would be a lack of internal con¬
trol and the lack of cooperation on the part of management and personnel.
We can say that management sometimes fail to cooperate with auditors
because of a lack of sufficient education concerning the importance of audi¬
tors. Bn5)loying the services of an auditor gives management an opportunity
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to receive esqpert advice concerning his business. Such advice may be in
the form of criticisms of past actions, constructive suggestions and re¬
commendations for future coiurses of action and suggestions for possible
solutions to problems presently faced by the businessman. An audit may also
be beneficial to the business world in that it may discoTirage fraudulent
acts on part of accounting personnel.
We have also defined auditing as the examination of the financial and
related records of a business, an individual or an institution. The examina¬
tion is concerned not only with accounting records but also with much of the
data and papers that comprise the non-flnancial records of the organization.
Any document that reflects the conduct of a business, under audit, should
be of interest to the auditor.
Technically, anyone who examines business records for the purpose of
ascertaining their accuracy is an auditor and many individuals perform this
function in their day-to-day routine task. However, the usual concept of
auditing assumes that the original record keeping has all been done and that
the auditor's task is to review and test the accuracy of this work.
In mary audit engagements, the auditor is requested to submit only the
short-form report which was discussed in detail in chapter two. In other
engagements, however, the auditor will prepare two separate types of reports,
Ife will prepare a short-form r^ort for distribution with published financial
statements to stockholders, creditors and other interested outside parties,
and a long-form report intended for use by management and will include dis¬
cussions of the compaiy's financial condition and operating result. Recom¬
mendations for strengthening internal control and comments on various phases
of the examination will also be Included
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Generally* problems presented were approached from basically the same
point of view by the interviewees with a few exceptions which we will note
here. One exception was in the audit of a savings and loan association.
The issue vaa whether or not a bank's inspectors report would be sufficient
to issue an unqualified statement. Two Interviewees stated that it was not.
Th^ would have reviewed the Inspectors report plus Inspected the building
site to determine for themselves that the building was being constructed.
In the event that the number of houses under construction was of a relative¬
ly large number^ a sanple inspection would be made. One interviewee felt
that by inspecting the Inspector's report he could issue an unqualified
opinion because the auditor's responsibility was to check procedures fol¬
lowed rather than the validity of the technical reports.
Even though the auditor may not be held responsible for not detecting
fraud, it is the writer's belief that it was the auditor's duty to satisfy
himself that the funds were being used for the stated purpose. In order
to do this, he would have to see for himself that the building had a certain
degree of ccanpletlon. Even though the auditor is not a builder, any intelli¬
gent person can determine to a certain degree the completion state of a
building.
There were also different methods used in auditing a newspaper enter¬
prise. The problem was how to determine the deferred income. One auditor
employed a statistical method to determine deferred income. Another used
a schedule to determine the earned siibscrlptions for each month minus the
total subscriptions and the remainder was deferred income.
Two auditors also differed as to the methods to be followed in deter¬
mining whether expenses had been properly classified. The auditor confronted
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with the problan which involved expenses to be capitalized and those to be
e3q>ensed used a theoretical method based on total floor space and percentage
of completion to solve the problem. In contrast to this, another inter¬
viewee felt that the above method was not reliable unless an expert were
hired to make the estimates. Instead, he would have made a sample of the
invoices for the year and if a "material" amount of errors in classifica¬
tion were found, he would examine all of the invoices affecting the expenses
involved for the past year.
We feel that there may be some merit in both of the above procedures
based on certain assumptions. The theoretical method may be satisfactory
either if the auditor is also an construction engineer which is not likely
or if the auditor used estimates made by a construction engineer. Otherwise,
we are inclined to rely more upon statistical sampling of invoices and, if
necessary, subsequently examining all invoices affecting the expenses in¬
volved.
One other interesting case was an audit made of a school immediately
after all of tte records had been destroyed by fire, FoUcwing the audit,
an unqualified opinion was rendered.
From our observation of the opinion paragraph in Chapter II, the writer
is well satisfied that the auditor is only rendering her opinion but also
in the opinion paragraph, the auditor uses the words "present fairly," mean¬
ing that the statements are dependable and free from material errors. With¬
out azy records, can the auditor really feel that the statements are free
from material errors? Can the auditor really assure herself that accounting
principles have been applied on a basis "consistent with that of the pre¬
ceding year?" These are questions to be answered by the reader.
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There were one or two problems which were generally widespread. That
is, over and over again, these problems were presented by most of the inter¬
viewees. The problems in question are a lack of adequate internal control
in and poor record keeping by small businesses.
One possibly partial solution to the widespread existence of poor re¬
cord keeping on the part of small businessmen is for accountants to make a
genuine effort to educate businessmen as to the importance of record keep¬
ing. Until the advantages to be derived from the keeping of adequate records
are brought to the attention of businessmen, this problem will continue to
exist.
' In conclusion, it is the writers belief that opportunities for audit¬
ing specialists will continue to increase as businessmen become aware of
the need for and In^ortance of auditors. We as students and future business¬
men can do much to inform the business world as to the merits of well




Wli;y Auditors ¥ere Engaged
For tax purpc^es; to make audits for tax reports 15
Need audit by disinterested party; obJectiTe analysis 5
Need guidance famished by auditors; helped to set up books ...» 5
Changing system from proprietorship to corporation; upon
corporate organization 3
Every company has to have an auditor; aware of need of auditors
when founded 3
Esqpansion of business; pressure of business 2
Miscellaneous . ..... 11
Stockholders interested in certified statement; to
handle government reports; to aid in absorption of smaller
company; don't have an accountant on our payroll; things
were in a mess; firm recommended by lawyer; earlier firm
had overcharged; wanted good auditor - had used non-auditor;
needed reputable firm for formality; these fellows were more
familiar with cost accounting.
Don't know or remember 18
Total interviews .................... 62
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